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MEMORANDUM. 


Since the preparation and filing of appellee’s brief 
in this cause the Supreme Court of the United States 
on April 12, 1926, decided the case of Public Utilities 
Commission v. New York Telephone Company, re¬ 
ported in 70 L. ed., advance sheets, page 436, P. U. R. 
1926C, 740. In this case the Supreme Court has finally 
and completely exploded the theory that money col¬ 
lected through the rates for the purpose of meeting de¬ 
preciation as it accrues constitutes a return of capital 
to the investor, or that depreciation funds or reserves 


f 
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built up out of such collect ions constitute a trust fund 
for the benefit of the ])uhlic, or that the relation be¬ 
tween the utility and its customers is that of i)artners, 
a?^ent and princii)al, or trustee and beneficiary. 

The only possible theory upon which the courts and 
coininissions have heretofore sanctioned deduction of 


dei )reciati()n in arrivinjj: at fair value for rate niakin*^ 
])urj)oses was this idea that collection through the rates 
of moneys representing the accruing depreciation in 
the ])roperty, and either the rei)ayment of such moneys 
to the stockholders hv wav of excess dividends or the 


investment of such moneys in additional property upon 
which a return was earned for the stockholders, con¬ 
stituted pro taufo return of ca])ital. In the case cited 


the Court say, |)age 


“It may he assumed, as found by the hoard, that 
in prior years the company charged excessive 
amounts to depreciation expense and so created 
in the reserve account balances greater than re¬ 
quired adequately to maintain the property. It 
remains to he considered whether the company 
may he compelled to af)ply any part of the prop¬ 
erty or money represented by such balances to 
overcome deficits in ])resent or future earnings 
and to sustain rates which otherwise could not he 
sustained. 

The just compensation safeguarded to the utility 

hv the 14th Amendment is a reasonable return on 

* 

the value of the })roperty used at the time that it 
is being used for the ])ublic service. And rates not 
sufficient to yield that return are confiscatory. 
Willcox V. Consolidated Gas Co., 212 U. S. 19, 41, 
53 L. ed. 382, 395, 48 L. R. A. (N. S.) 1134, 29 Sup. 
Ct. Rep. 192, 15 Ann. Cas. 1034; Bluefield Water¬ 
works & Improv. Co. v. Public Serv. Commission, 
2G2 r. S. 679, 692, 67 L. ed. 1176, 1182, 43 Sup. 
Ct. Rep. 675. Constitutional protection against 
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confiscation does not depend on the source of the 
money used to purchase the property. It is enough 
that it is used to render the service. San Joaquin 
^ I\. R. Canal & Irrig. Co. v. Stanislaus County, 
r. S. 454, 459, 58 L. ed. 1041, 1046, 34 Sup. Ct. 
Rep. 652; Cedar Rapids Gaslight Co. v. Cedar 
R*apids, 144 Iowa, 426, 434, 48 L. R. A. (N. S.) 
1025, 138 Am. St. Rep. 299, 120 N. W. 966, affirmed 
in 223 U. S. 655, 56 L. ed. 594, 32 Sup. Ct. Rep. 389; 
('’onsolidated Gas Co. v. New York (C. C.), 157 
Fed. 849, 858, affirmed in 212 U. S. 19, 53 L. ed. 
382, 48 L. R. A. (N. S.) 1134, 29 Sup. Ct. Rep. 192, 
15 Ann. Cas. 1034; Ames v. Union P. R. Co. (C.C.), 
64 Fed. 165, 176. The customers are entitled to 
demand service and the company must comply. 
The company is entitled to just compensation and, 
to have the service, the customers must pay for it. 
The relation between the company and its cus¬ 
tomers is not that of partners, agent and principal, 
or trustee and beneficiary. Cf. Fall River Gas 
Works Co. V. Gas & E. L. Comrs., 214 Mass. 529, 
538,102 N. E. 475. The revenue paid by the custom¬ 
ers for service belongs to the company. The 
amount, if any, remaining after paying taxes and 
operating expenses including the expense of depre¬ 
ciation is the company’s compensation for the use 
of its property. If there is no return or if the 
amount is less than a reasonable return, the com¬ 
pany must bear the loss. Past losses cannot be used 
to enhance the value of the property or to support 
a claim that rates for the future are confiscatory. 
Galveston Electric Co. v. Galveston, 258 U. S. 388, 
395, 66 L. ed. 678, 682, 42 Sup. Ct. Rep. 351; Geor¬ 
gia R. & Power Co. v. Railroad Commission, 262 
U. S. 625, 632, 67 L. ed. 1144,1148, 43 Sup. Ct. Rep. 
680. And the law does not require the company to 
give up for the benefit of future subscribers any 
part of its accumulations from past operations. 
Profits of the past cannot be used to sustain confis¬ 
catory rates for the future. Newton v. Consolidated 
Gas Co., 258 U. S. 165,175,66 L. ed. 538,547,42 Sup. 
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Ct. Kep. 264; Galveston Electric Co. Galveston, 
supra, 396 (66 L. ed. 683, 42 Sup. Ct. Kep. 351); 
Monroe Gaslie:ht & Fuel Co. v. Micliij*:an Pub. Util¬ 
ities (Commission (1). C.), 292 Fed. 139, 147, Min¬ 
neapolis V. Hand (C. C. A. 8th), 285 Fed. 818, 823; 
Georgia K. & Power Co. v. Railroad Commission 
(P. C.), 278 Fed. 242, 247, affirmed in 262 U. S. 
()25, 67 L. ed. 1144, 43 Su]). Ct. Rep. 680, ("JhicaKO 
R. (Co. V. Illinois Commerce (Commission (D. C.), 
W r. R. 1922(C, 282, 277 Fed. 970, 980; Garden 
(3tv V. Garden Citv T(‘le])h. Tjii!:ht & Mf^. Co., 150 
(c. *C. A. 25, P. l\ R., 1917B,‘779, 2.36 Fed. 69.3, 
696. 


Customers ])ay for service, not for the property 
used to render it. Their ])ayments are not contri¬ 
butions to depreciation or other operating ex- 
])enses or to capital of the com])any. By ])ayin^ 
hills for service they do not ac(|uire any interest, 
le.iral or eciuitahle, in the pro])erty usecl for their 
convenience or in the funds of the com]mny. Prop¬ 
erty i>aid for out of moneys received for service 
belongs to the Company just as does that pur¬ 
chased out of proceeds of its bonds and stock. It 
is conceded that the exchan^re rates complained of 
are not sufficient to yield a just return after pay- 
inir taxes and operating: expenses, including; a 
])roper allowance for current de])reciation. The 
])ro])erty or money of the company represented 
by the credit balance in the reserve for de])recia- 
tion cannot he used to make up the deficiency.” 


This authoritative decision is directly opposed to the 

theorv of the United States District Court in Marv- 

• 

land Avhich decided the Chesapeake & Potomac Tele- 
])hone Case, 3 Fed. 2d, 950, upon which the appellants 
have mainly relied for support of their contentions 
on the subject of depreciation. And it is also opposed 
to any theory upon which a deduction for accrued de¬ 
preciation is suggested in this case. 
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Another late case since the printing of appellee’s 
brief is Mouroe Gaslight S Fuel Co. v. Michigan Pub¬ 
lic Utilities Commission^ 11 Fed. 2d, 319 P. U. R. 
19261), 13, which holds that reproduction cost less de- 
])reciati()n is the dominant factor in fixing a rate base, 
in the absence of special circumstances otherwise con¬ 
trolling. ‘‘Special circumstances otherwise control¬ 
ling” in the instant case are 

(1) Depreciation is not deductible in this case be¬ 
cause moneys for such pur])ose have been and are be¬ 
ing accrued and set aside in a sinking fund which is 
maintained sei)arately from the property devoted to 
railway operations. This fund, however, is additional 
property of the Company and offsets such actual phys¬ 
ical de])reciation, if any, as in the absence of proof 
might be presumed to exist. 

(2) Under the decision of the Supreme Court in the 
Consolidated Gas case the value of franchises and 
other intangibles i)urchased from the Washington & 
Georgetown Railroad Company must be added, as was 
done in that case, to the reproduction value of the 
physical property only on the basis of actual cost or 
])urchase price and not upon the basis of their repro¬ 
duction value. 

(3) Certain intangible values in the sum of $1,- 
946,281, representing development and right of way 
costs were allowed by the Commission upon the basis 
of actual or historical cost rather than upon the basis 
of reproduction cost in which allowance the Company 
concurred. 


Upon the authority of the New York Telephone case 
(supra) the amount in the Company’s sinking fund 
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Ct. Kep. 264; Galveston Electric Co. v. Galveston, 
supraf 396 (66 L. ed. 683, 42 Sup. Ct. Kep. 351); 
Monroe Gaslii»:ht & Fuel Co. v. Michigan Pub. Util¬ 
ities (Commission (1). C.), 292 Fed. 139, 147, Min¬ 
neapolis V. Hand ((c. C. A. 8th), 285 Fed. 818, 823; 
Georf»:ia 1\. & Power Co. v. Railroad Commission 
(1>. C\), 278 Fed. 242, 247, affirmed in 262 U. S. 
625, 67 L. ed. 1144, 43 Su]). Ct. Kep. 680, Chicago 
K. Co. V. Illinois Commerce (^imniission (D. C.), 
P. r. H. 1922C, 282, 277 Fed. 970, 980; Garden 
(htv V. Garden Citv Ti‘le])h. Liij^ht & Co., 150 
(\ C. A. 25, P. V. K., 1917B,'779, 236 Fed. 693, 
696. 


Customers pay for service, not for the property 
used to render iC Their payments are not contri¬ 
butions to depreciation or other operating ex- 
])enses or to capital of the com])any. By ])aying 
l)ills for service they do not accpiire any interest, 
Iciral or equitable, in the pro])erty used for their 
convenience or in the funds of the company. Proj)- 
ertv paid for out of inonevs received for service 
belongs to the Company just as does that pur¬ 
chased out of proceeds of its bonds and stock. It 
is conceded that the exchange rates complained of 
are not sufficient to yield a just return after pay¬ 
ing taxes and operating expenses, including a 
])roper allowance for current de])reciation. The 
]n*o])erty or money of the company represented 
by the credit balance in the reser\’e for de])recia- 
tion cannot be used to make up the deficiency.” 


This authoritative decision is directly o])posed to the 
theory of the United States District Court in Mary¬ 
land which decided the Chesapeake & Potomac Tele- 
])hone Case, 3 Fed. 2d, 950, upon which the appellants 
have mainly relied for support of their contentions 
on the subject of depreciation. And it is also opposed 
to any theory upon which a deduction for accrued de¬ 
preciation is suggested in this case. 
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Another late case since the printing of appellee’s 
brief is Monroe Gaslight d Fuel Co. v. Michigan Pub¬ 
lic Utilities Commission, 11 Fed. 2d, 319 P. U. R. 
19260, 13, which holds that reproduction cost less de- 
])reciati()n is the dominant factor in fixing a rate base, 
in the absence of special circumstances otherwise con¬ 
trolling. ‘^Special circumstances otherwise control¬ 
ling” ill the instant case are 

(1) Depreciation is not deductible in this case be¬ 
cause moneys for such purpose have been and are be¬ 
ing accrued and set aside in a sinking fund which is 
maintained separately from the property devoted to 
railway operations. This fund, however, is additional 
])roperty of the Company and offsets such actual phys¬ 
ical depreciation, if any, as in the absence of proof 
might be presumed to exist. 

(2) Under the decision of the Supreme Court in the 
Consolidated Gas case the value of franchises and 
other intangibles purchased from the Washington & 
Georgetown Railroad Company must be added, as was 
done in that case, to the reproduction value of the 
physical property only on the basis of actual cost or 
purchase price and not upon the basis of their repro¬ 
duction value. 

(3) Certain intangible values in the sum of $1,- 
946,281, representing development and right of way 
costs were allowed by the Commission upon the basis 
of actual or historical cost rather than upon the basis 
of reproduction cost in which allowance the Company 
concurred. 


Upon the authority of the New York Telephone case 
(supra) the amount in the Company’s sinking fund 



6 


($2,075,155) should be added to the fair value found 
by the lower court for the following reasons: 

(1) It is not a trust fund but the absolute ])roperty 
of the Company. 

(2) It is property devoted to public use in railway 
operations since it is in elTect working capital required 
bv the Utilities Act to be set aside and maintained for 
specific purj)oses of railway operations in the public 
interest (Public Utilities Act. Par. 16). 

(3) All property of the Company so used and useful 
for railway operations should properly form a part of 
the rate base. 

(4) As the valuation found by the lower Court does 
not include this fund and as the record discloses that 
there is no ])hysical depreciation in the property which 
is not offset by retirements of old and depreciated 
property and/or replacements and additions of new 
])roi)erty, the present total value is not less than 
$.32,982,035. 

George E. Hamilton, 

G. Thomas Dunlop, 

Attorneys for Appellee, 
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IN THE 




OCTOBER TERM, 1926. 


No. 4412. 


PUBLIC UTILITIES COMMISSION OF THE DIS¬ 
TRICT OF COLUMBIA, Appellants, 

vs, 

CAPITAL TRACTION (^OMPANY, a Body Corpo¬ 
rate, Appellee. 


REPLY TO MEMORANDUM OF APPELLEE. 


Board of Public Utility Commissioners vs. New York 
Telephone Company, No. 12, Advanced Opinions 
United States Supreme Court, 1926, p. 436. 


The claim of the Company, in its ‘‘Memorandum,” 
that the decision in the above case has settled the treat¬ 
ment of depreciation reserve in relation to fair value. 
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or that it is inconsistent with the decision of the dis¬ 
trict court in the Maryland Telephone Case (3 Fed. 
2d 950), is wide of the mark, as. a reading of the case 
will show. The New York case decided that money 
could not be taken from the depreciation reserve and 
applied to net earnings (Syl. 5; p. 439, 1st col.). The 
(’omj)any had a depreciation reserve of $16,902,530. 
(437.) The Commission thought this was too large 


“and directed that $4,750,000 of that amount be 
used by the com])any to make up deficits in any 
year when earnings are less than a reasonable 
return as found bv the Board. And it said: ‘But 
having made such charges in the ])ast, future 
charges beginning January 1st, 1925, may be 
deducted from the normal charge until such time 
as at least $4,750,000 of the excess is absorbed 
as hereinafter ])r()vided.’ The ell’ect of tlie onhu* 
is to require that if total o])ei*ating ex])enses de¬ 
ducted from revenues leaves less than a reason¬ 
able return in 1925 or a subsetiuent year, there 
shall be deducted from the ex])ense of deprecia¬ 
tion in that vear and added to the net (warnings 
a sum sufficient to make up the deficiency; then, 
by appropriate book entries, the resulting sliort- 
age in depreciation expense* is to be made good 
out of the balance in the reserve account Imilt 
up in prior years” (p. 437, 2d col.). 


Again, the Court says (p. 437, 2(1 col.): 


“The rc'cord shows that the rates in effect 
]>rior to tlie tiunporary injunction w(*re not suffi¬ 
cient to ]produce revenue enough to pay ne(*es- 
sary o])erating ex])enses and a just rat(* of re¬ 
turn on the vahu* of tin* pi'ojierty.” 


I 
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It appears that the Board took $2,631,286 from the 
depreciation for 1925 and added it to net earnings. 
This deduction was at the expense of the property 
paid for out of depreciation reserve built up in prior 
years. 

“On the basis of the Company’s estimate of 
depreciation expense, the return is 4.12 per cent; 
on the Board’s estimate it is 4.94 per' cent; and 
])y increasing net earnings $2,631,286, as di¬ 
rected by the order, it is made 7.53 per cent. 
It is conceded that unless, as directed by the 
Board, depreciation expense is reduced l)elow 
what the Board itself found iiecessarv and net 
earnings are correspondingly increased, the 
rates cannot be sustained against attack on the 
ground that they are unreasonably low and 
confiscatory’’ (p. 438, 1st col.). 

“It may be assumed, as found by the Board, 
that in prior years the Company charged exces¬ 
sive amounts to depreciation expense and so 
created in the reserve account balances great(‘r 
than required adequately to maintain the prop- 
ertv. It remains to be considered whether the 
Company may be compelled to apply any part 
of the property or money represented by such 
balances to overcome deficits in present or fu¬ 
ture earnings and to sustain rates which other¬ 
wise could not be sustained’’ (p. 438, 1st col.). 

It thus appears that the sole question decided was 
whether money could be taken from the depreciation 
reserve and added to net earnings so that the rate 
might be fair instead of confiscatory. 

A different situation exists in the case at bar. This 
is not a rate case. The matter of rates has not been 
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discussed. This is a valuation case, and one of the 
questions before the Court is: What part does the de¬ 
preciation reserve play in the ascertainment of fair 
value? It certainly is not, as in the New York Tele¬ 
phone case, an attempt to take money from a deprecia¬ 
tion reserve and divert it from the i)ur[)ose for wliich 
it was created in order to save a confiscatory rate. 

The Bonds. 

The bonds of the old Washin^on and Georj^etown 
Company, which were purchased at double ])ar, ei.e:ht 
million being paid for four million par, are not out¬ 
standing securities on which interest is being ])aid, 
and have not been for thirtv vears. This purchase of 
1895 


“was not in fact an actual ])assiug of money, 
but was an issue to the stock and bond holders 
of the Washington and Georgetown Railroad 
(^ompany of the stock of the Rock Creek Rail¬ 
way Company at its par value in an amount 
e<|ual to the then market value of the stocks and 
bonds of the Washington and Georgetown Rail¬ 
road Company” (R., 106). 

These bonds had been a lien on the property of the 
Company, but the “lien was extinguished by the sur¬ 
render of the bonds.” (Appellee’s brief, p. 116.) Ad¬ 
mitting that this transaction was entitled to the con¬ 
sideration as an item of historical cost, or prudent in¬ 
vestment, although the Public Utilities Commission 
thought otherwise (R., pp. 103-108), it is not possible 
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that it can be considered in the reproduction-cost-less 
depreciation of the Company. 

The report of the Consolidated Gas case in 157 Fed., 
880 (bottom of page —), shows, 

“The overruling consideration is tliat in 1884 
there were issued shares of stock of the par 
value of $7,781,000, tliat that stock is outstand¬ 
ing yet, and that it represents a certain frac¬ 
tional part of a business which is enormously 
increased.” 

And again, top of page 779, 

“77//.S* stock is still outstanding and has since 
1884 been in the hands of purchasers, who 1 am 
coni])ell(*d to think have a right to rely u])on 
legal j)rotection for legally issued stock.” 

So the difference between that case and the case at 
bar is the difference between ''outstanding stock^* and 
t/onds that hare been dead for more than a quarter of 
a century. 

When this case reached the Supreme Court (212 U. 
S., 19), a different aspect seems to have been presented 
upon the question of valuation, for we find the court 
saying (p. 43) : 

“The companies agreed uyon the valuation of 
their property, which was to be paid for in the 
stock of the consolidated companies, and the 
original stock held by the stockholders of such 
company was surrendered to the consolidated 
company. The value of the franchises of all the 
companies was set at the figure of $7,781,000,” 

and this value (franchise) 
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“was agreed upon by the stockholders in the 
companies, and which had never cost any of 
them a sin^i^le penny” (44). 

This case was decided upon its own peculiar facts. 
The valuation of the franchises was provided for in 
the act (pp. 43, 47). The court was careful to say 
further that the case was decided “upon its own pe¬ 
culiar facts,” and was not a “precedent in regard to 
the valuation of franchises generally, where the facts 
are not similar to those in the case before us” (48). 
This language was heeded by the Public Utilities Com¬ 
mission (R., 105), and by the court in Brooklyn Union 
Gas Company vs. Prendergast, 7 F. (2d), 628, 664-5-6, 
but the Court is asked to disregard it in the instant 
case. 

Under paragraph 6 of the Public Utilities Act (37 
St. 974) the Commission is directed to ascertain: 

1. The amount of money ''expended in the 
construction and equipment of every public 
utility.” This is historical cost or prudent in¬ 
vestment. The item in question clearly falls in 
this class, if at all. 

2. “Also the amount of monev it would re- 
(inire to secure the right of way, reconstruct any 
roadbed,” &c., “and to replace all the physical 
properties,” &c. This is re])roduction cost. 

3. “The outstanding stock, bonds,” &c., the 
amount tlu'reof, and the ])ri(*e ])aid in cash or 
property. This surely would not include the 
price paid for bonds which were laid to rest 
more than a quarter of a century ago. This 
third item, however, is not considered at the 
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present time as having any important relation 
to fair value for rate-making purposes. (See 
appellant’s brief, pp. 32-35.) 

When the historical cost, or prudent investment, has 
been ascertained, and the reproduction cost, the Com¬ 
mission is then to determine the fair value from these 
and any other relevant matters. 

Depreciation. 

If no depreciation be deducted in this case, observe 
how it will work to the disadvantage of consumers: 

In a case like the present the customers have paid a 
return on the fair value—approximately 6 per cent— 
and 3 per cent to accumulate a depreciation fund, a 
total of 9 per cent, but no depreciation is deducted in 
finding a fair value. If there were no depreciation 
fund, the customers would have paid 6 per cent only, 
and the physical depreciation would have been de¬ 
ducted. It results, on the theory of the court below, 
the customers who pay higher rates so as to establish 
a depreciation fund, are in a worse position than those 
who pay lower rates, and a depreciation fund is not 
accumulated. 

Reduced to its essential elements, the question before 
the Court is, “What is the fair value of the Capital 
Traction Company today for rate-making purposes?” 
The Company claims and the court below decided that 
it is the sum which it would cost to reproduce all of the 
Company’s property as new property, that is, with¬ 
out de])reciation, plus $5,150,000. To this the Company 
seeks to add, in its memorandum, more than $2,000,000 
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more, in the depreciation reserve fund. On the other 
hand, the Commission claims that the fair value can¬ 
not be more than what it would cost to reconstruct the 
property new less depreciation, and that if proper 
weight be given to other elements of fair value, 
such historical cost, and the other elements as set out 
in the statute, all of which are less than the reproduc¬ 
tion cost, the fair value will be found to be somewhere 
bet>veen the reproduction-cost-less depreciation and 
thejiistorical cost, or prudent investment. 

There are no precedents to support the theory 
adopted by the court below, and the case in 7 Fed. (2), 
628, is against it. 

Respectfully submitted, 

F. H. STEPHENS, 
Attorney for Appellants, 


(3250) 

















